Abstract: How should loan contracts to finance projects in countries with high political risk be designed? We argue that limited-recourse loans and the participation of development banks in the loan syndicate help to mitigate political risk. We test these arguments in a sample of 4,978 loans made to borrowers in 64 countries. Our results show that if investment-related political risk is higher, the use of limited-recourse loans and the participation of development banks are more likely. For general political risk, the participation of development banks is most useful. We demonstrate that the terms of the loan contract depend on political risk as well as the legal and institutional environment.
Introduction
How should a company finance a project located in a country where political risk is high and where investor protection is weak? Such a project will only be realized if the risk can be reduced to a bearable level. Coasian bargaining theory and a growing empirical literature on law, institutions, and finance clearly show that loan contracts can be designed to mitigate deficits in the legal and institutional environment and thereby provide the project with access to finance.
The following case illustrates how a loan contract can help to mitigate political risk:
The South African petrochemical group Sasol opts for a unique hybrid project finance structure to finance a gas field project in Mozambique. Under this hybrid structure, lenders initially have full recourse to Sasol, which assumes almost all project related risks. The sole -but important -exception is the project's political risk. The loan contract specifies that, if well-defined political risk events occur, the financing structure automatically changes from the full-recourse structure to a project-finance structure under which lenders have recourse only to the project but no longer have recourse to Sasol. Cadwalader (2004) , the project's legal consultant, emphasizes the role of development banks in actively mitigating political risk: "Sasol would like to maximize the influence that the political risk providers […] bring to the deal -their ability to exert political pressure on, in this case, the Mozambican government to prevent or cure a political risk event. […] ." This case shows that there are two important features of the loan contract for managing political risk. First, it is the degree of recourse that the lender has. We discriminate between full-recourse loans und non-recourse project finance loans.
1 Second, the inclusion of development banks in the syndicate granting the loan provides a so-called "political umbrella" as these banks can use their leverage to influence governmental decision and deter adverse events that would negatively affect the project's outcome. 1 In this study, we will use the terms 'project finance' and 'non-recourse loan' synonymously and contrast it with 'full-recourse loan'. 2 However, there are two arguments against a state-contingent financing structure, which may explain why this deal structure is not commonly used. First, it is not obvious how to define specific political risk events ex ante. Second, the switching provision limits the incentives of banks to mitigate political risk to This paper analyzes the determinants of these two important features of the loan contract, that is, its recourse structure and the participation of a development bank in the loan syndicate.
We base our tests on a sample of 4,978 loans raised by borrowers in 64 countries between 1996 and 2005. We run logit and multinominal logit regressions explaining how the two loan characteristics depend on political risk as well as the legal and institutional environment. The results clearly show that higher political risk renders the use of project finance loans and the participation of development banks in the syndicate more likely. We also show which type of development bank is actually able to mitigate political risk. Therefore, our study demonstrates that it is not only the legal and institutional environment but also political risk that determines the design of a loan contract.
In this way, our study contributes to the growing literature on how country-level risks influence the design of loan contracts. Some studies investigate how law and institutions determine one particular feature of the contract. In particular, Esty and Megginson (2003) show that strong creditor rights and reliable legal enforcement are correlated with smaller and more concentrated syndicates. Other (more recent) studies emphasize that it is important to study more dimensions of the loan contract to capture its complexity. Qian and Strahan (2007) provide evidence that stronger creditor rights lead to a more concentrated syndicate structure, longer maturity, and lower interest rate. Bae and Goyal (2009) show that not only creditor rights but also the enforceability of contracts matters for loan size, maturity, and interest rate. However, none of these papers explicitly addresses the role of political risk. Only for the rating and pricing of corporate bonds is there evidence that political risk matters (Qi et al., 2010) .
As the Sasol case shows, political risk is of outstanding importance for the design of the situations in which a predefined risk event occurs and thus does not exploit the political umbrella of the development banks.
loan contract, in particular in risky countries. Therefore, we add to the literature by investigating how political risk influences two important features of a loan contract. The first important feature is the recourse structure. Our paper is closely related to that by Subramanian and Tung (2009) .
They show that project finance loans are more often used in countries with weak creditor rights and poor protection against insider stealing. In contrast, we investigate political risk in more detail and do not solely explain the recourse structure but also the participation of development banks. This is the second important contractual feature because development bank are able to mitigate political risk. This feature has so far been not considered in the literature, apart from Esty and Megginson (2003) , who use it as an explanatory variable when explaining the syndicate structure of project finance loans.
Our study yields three main results. First, we show that projects in countries with higher political risk are more likely structured as a project finance deal and development banks more likely participate in the syndicate. Second, when we disentangle different components of political risk, we discover differences between both risk management strategies. We distinguish between a country's investment-related political risk and general political risk. Our results show that project finance loans are used more often when investment-related political risk is high. This suggests that the more transparent structure of the project finance deal helps to reduce interventions by the government that are at the detriment of the firm's success. However, the use of project finance is not affected by general political risk. In contrast, the participation of development banks is more likely for both a higher level of investment-related risk and general political risk. Therefore, it seems that the leverage that the development banks have vis-à-vis the national governments can be exerted in many different circumstances. Development banks can use their power when investment-related risk occurs but some development banks, in particular the World Bank, are influential when any other form of political risk materializes. Third, by controlling for legal environment we find that the probability that a project finance loan is used is lower if legal provisions regarding corporate governance are better and, for example, reduces the risk that a manager expropriates the firm. The use of project finance is higher for better creditor rights.
However, the participation of development banks depends neither on creditor rights nor on corporate governance provisions.
Our study proceeds as follows. We present in section 2 our key country-level variables, in particular political risk and law and institutions, and argue how the risks involved can be addressed by either a project finance structure or the participation of a development bank. In section 3, we describe the data and methodology. In section 4, we discuss the results, and in section 5, we conclude.
The Impact of Political Risk and Law & Institutions on the Loan Contract

Features of the loan contract
When a firm applies for a loan, the riskiness of the project to be financed is evaluated.
Depending on the results, different measures are taken to reduce the risk that the bank has to bear. As a result, each loan contract has many features that jointly reflect the riskiness of the project to be financed. Not only are the risk management measures different in nature, they also differ in the way that they are related to the project's riskiness. They can address the probability of default, the loss given default, or both at the same time. Two important measures are the decision of which legal entity receives the loan for a particular project, that is, how the contract is structured, and the participation of a development bank. When all these risk management tools have been used in an efficient manner, other features, in particular the interest rate, will be adjusted such that the lenders are willing to bear the remaining risk and therefore grant the loan (Corielli et al., 2010; Nevitt and Fabozzi, 1995) .
Limited recourse project finance loans
The parties involved in the loan may decide to create a legally independent project company. It is financed with equity from one or more of the sponsoring firms but raises the bulk of its financing needs in the form of bank loans. This structure ensures that liability is limited so that lenders have no or only limited recourse to the sponsoring firms (Esty, 2004) . In contrast, a traditional full-recourse loan allows the lender access to all the assets of the project and the sponsoring firm. Project finance loans are supported by a host of contractual arrangements geared toward risk management. In this way, project finance allows the allocation of specific project risks (i.e., completion and operating risk, revenue and price risk) to those parties best able to manage them. Ultimately, the contract structure reduces project risk and agency costs and increases transparency about the project (Corielli et al., 2010; Brealey et al., 2000) . For example, financial transactions become transparent through cash waterfalls that summarize a project's cash flow and assign priority to each cash inflow and outflow. This implies that, in contrast to a loan to a diversified firm, cash flows cannot easily be shifted between different divisions or diverted by the management. Moreover, interventions from, for example, the government become easily observable.
Participation of development banks
As Esty and Megginson (2003) show, the structure of the syndicate is used to manage risks. One particularly important member of a syndicate is a development bank. In contrast to commercial banks, the development banks (DBs) have a special status. Buiter and Fries (2002) argue that multilateral development banks' "(…) support for private sector projects can be instrumental in mitigating risks associated with government policies and practices." Therefore, multilateral development banks are also known as political umbrellas (Buljevich and Park 1999) . 3 Among all lenders, multilateral development banks such as the International Financial Corporation (IFC), a member of the World Bank Group, have high bargaining power because, as they finance many projects and also provide financial aid, they frequently interact with the government. 4 Therefore, these two risk management strategies are instrumental in dealing with political risk and (most likely) other risks that arise on the country level.
Country-level risks
Political risk
Political risk in the host country is a very important factor influencing the probability that a loan is serviced as scheduled. In general, political risk can be divided into three broad categories: traditional political risk, regulatory risk, and quasi-commercial risk (Smith 1997) . The tradi-3 According to the World Bank's definition, multilateral development banks are "institutions that provide financial support and professional advice for economic and social development activities in developing countries." Multilateral financial institutions also lend to developing countries but have a more narrow country-membership structure and/or a focus on specific sectors or activities. 4 As an example for bank influence, consider the Russian A.O. Volga project, financed by Dresdner Bank Kleinwort Benson and the IFC. When this project suffered due to the Russian crisis and the moratorium in 1998, bank influence was evident in the fact that "the IFC umbrella regarding transfer and convertibility risk has remained effective, since IFC's loans were explicitly exempted from the moratorium" (Lazarus, 2001, p. 119 We expect that a project finance structure helps to deal with political risk. Financial flows become highly transparent for project finance loans. In their model, Subramanian and Tung (2009) argue that project finance renders a project's cash flow verifiable. Thereby the incentive of a manager to default strategically disappears. This argument can be applied to government interventions as well. If cash flows are verifiable, government interventions affecting them become visible. However, this implies that the intervention potentially becomes public and the political costs of an intervention increase. Consequently, the government's incentive to intervene should be lower in the case of project finance. This argument applies in particular to investmentrelated political risk. For general political risk, the impact of government action on cash flow is less direct; therefore, project finance may be less potent in deterring them.
The participation of development banks should help to mitigate both investment-related and general political risk. Development banks provide a political umbrella because they frequently interact with the different bodies of government. In case an adverse government intervention jeopardizes the success of a project, a development bank can use the leverage stemming from its special status. As the government knows about the negative effect such an intervention has on the loan (partially) granted by the development bank, it may recognize the negative effect the intervention has on its reputation at the development bank. Ultimately, this might deter government intervention. 6 The International Country Risk Guide (ICRG) provides various measures of political risk that fit our perception of these risk categories very well. These measures are bureaucracy quality, corruption, democratic accountability, ethnic tensions, external conflict, government stability, internal conflict, investment profile, law and order, military in politics, religious tensions, and socioeconomic conditions. We use these indicators in two different manners.
First, we take the ICRG's overall Political Risk Rating as our main measure of political risk.
Second, we differentiate "investment profile" as a measure for investment-related political risk from the other political risk measures. Investment profile captures as subcategories contract viability/expropriation, profit repatriation, and payment delays. 6 Esty (2003, p. 9) supports this argument: "The historical record shows that governments gave higher priority to obligations from multilateral lending institutions such as the World Bank Group when they could not service all of their external debt. One of the main reasons why they have received preferential treatment was because they are often the only source of new lending to countries in financial distress." 7 In the ICRG's original scale, the Political Risk Rating ranges from 0 to 100 and the subcategories range from 0 to 12, with higher values indicating lower risk. For comparability, we rescale the political risk proxies from 0 to 10, with higher values indicating more risk.
Law and Institutions
The literature has highlighted the important role of legal and institutional provisions for the design of loan contracts. We expect that these risks can, in particular, be managed by the use of project finance. Here the two important characteristics of project finance, the high transparency of cash flows and limited recourse, are instrumental. First, the fact that the project is incorporated separately and heavily financed with debt can be employed by the headquarters to commit itself to monitoring the project. In this way, the project manager's incentives are aligned (Laux, 2001 ). Second, with project finance financial flows become transparent. Subramanian and Tung (2009) show in their model that with verifiable cash flows, the manager's behavior does not depend on the legal and institutional environment. Therefore, these two theoretical models would predict that a project finance structure can influence incentives if the legal and institutional environment is not able to shape them. Moreover, increased transparency renders some legal provisions more easily applicable. It allows, for instance, the use of off-shore accounts, which limits the convertibility risk and is more effective for projects than for diversified firms, where the assets of different divisions may be offset. However, limited recourse also implies that the lender only has access to the project's assets in the case of a default. If these assets are poorly protected, the lender's payoff in this case will be very low. This may render using a project finance loan unattractive.
In contrast to their ability to manage political risk, development banks find it more difficult to address problems in the legal and institutional environment. Legal provisions in corporate law cannot be as easily changed as, for instance, a particular tax rate and these changes often need a legal infrastructure, such as well-functioning courts, to be made. Moreover, besides the "law in the book", its implementation is important. However, it is even more difficult to address the latter from "outside" because it is performed by the (potentially independent) judiciary. (Djankov et al., 2007, p. 303) . In a separate proxy, we also measure the time needed to resolve insolvency in years taken from the World Development Indicators. A longer duration of the bankruptcy process leads to the creditors' having a weaker position.
Other country level control variables
Next to political risk, corporate governance, and creditor rights, there are other country features that explain the workings of the financial system and that might therefore affect the loan contract with respect to the choice of recourse and participation of development banks. Studies into the determinants of loan contract design consider, for example, various aspects of legal enforcement and the rule of law, shareholder rights, country risk, corruption, financial or economic development (Bae and Goyal, 2009; Esty and Megginson, 2003; Qian and Strahan, 2007; Subramanian and Tung, 2009 First, we use Euromoney's "Economic Performance Index" as our proxy for the economic development of the borrower's country. This annual index is based on the current GDP per capita figures and on a poll of economic projections. Therefore, it contains not only current but also forward-looking information, which is especially useful to us when we consider the medium-to long-term nature of loan finance. 8 Second, we obtain two proxies for financial development from the World Development Indicators: Domestic credit provided by the banking sector in percent of GDP and the percent of adults covered by a private credit bureau. As we focus on loans, measures of banking sector development better capture financial development than stock market-based proxies. Similarly, we prefer our domestic bank credit proxy over, for example, the alternative proxy of domestic credit to the private sector because it measures loans by banks and not all types of financial institutions. Moreover, it captures different types of borrowers and this
mirrors very well what happens in our sample in which infrastructure projects are often associated with the public sector. Third, we want to control for loan demand and follow Berger and Hannan (1989) and Neuberger and Zimmermann (1990) who propose the annual growth rate of a banking product as a proxy for demand and supply conditions in this market segment. Therefore, we measure the annual growth rate of bank lending based on the World Development Indicators' local currency volume of domestic credit provided by banking sector. Finally, we include dummies for the country's legal origin as British, French, German, and Scandinavian from La Porta et al. (1999, 2008) . La Porta et al. (2008) show that legal origin influences a country's regulations, institutions, and economic outcomes including, for example, procedural formalism, corruption, unemployment, stock market development or private credit. Consequently and in line with
Qian and Strahan (2007) we include legal origin dummies as proxies for possible omitted variables.
Data and Methodology
We obtain our sample from the Dealscan database, which provides a comprehensive record of global syndicated loan transactions. From Dealscan we collect a sample of asset-based loans signed between January 1, 1996, and December 31, 2005. Dealscan classifies loans according to purpose (e.g., trade finance, working capital, and general corporate purpose) and type (e.g., term loan, bridge loan, and credit line) and includes information about the size of each loan and the overall size of all loans belonging to the same deal. We differentiate between project finance loans and full-recourse loans based on loan purpose. To ensure that we focus on invest-ments for which the firm truly has a choice between a project finance and a full-recourse loan, we consider only asset-based loans whose purpose is "project finance" and contrast them with loans whose purpose is "capital expenditure", "equipment purchase", "telecom build-out", "aircraft and ship finance", "leasing", "real estate" or "corporate purposes". Loans with the latter purpose might not necessarily be asset based. We therefore impose two additional requirements for these loans. First, these loans have to be of a sufficient size; that is, they have to be larger than the smallest project finance loan. Second, the deal to which this loan belongs has to include at least one term loan.
9
Dealscan also contains detailed information about the loan syndicate including the names of all lenders. We use this information to identify whether a development bank participates in a deal or not. We classify lenders as development banks based on the World Bank's definition of multilateral development banks (MDBs) and multilateral financial institutions (MFIs) but also consider prominent national development banks (NDBs), such as export-import banks. We include these latter lenders if they have a substantial share in the syndicated loan market and might therefore have substantial influence over the host government. In particular, we select national development banks that fund asset-based loans worth at least $500 million in real terms between 1991 and 2005.
As outlined above, we explain the choice of project finance and the participation of development banks by country characteristics. The result of Doidge et al. (2007) that country characteristics explain much more (39%-73%) of the variance of governance ratings than observed firm characteristics (4%-22%) justifies this approach. Although borrower-specific proxies, for example, regarding corporate governance might nevertheless be preferable, only some corporate governance provisions can be obtained on the firm level and only for full-recourse loans. The Similarly, we measure the life of the investment with the maximum maturity in years among all loans that finance a given asset. Additionally, we can identify the borrower's industry as a rough proxy for the asset's technology. Based on the borrower's 2-digit SIC code, we create six industry groups: Mining including oil and gas (10-14), construction (15-19), manufacturing (20-39), transportation and public utilities (40-49), and 'other' for the remaining SIC codes, which cover agriculture, trade, financial services, and public administration. To nevertheless capture some further borrower characteristics in an indirect manner, we apply a two-stage regression approach as in Esty and Megginson (2003) . First, we regress the loan spread on loan features that might influence the spread (loan size and maturity, dummies indicating whether the loan is priced over LIBOR, is guaranteed, has financial or general covenants, or is denominated in a currency different from home currency of borrower) and on our country and investment proxies. The error term of this regression reflects unexplained, residual borrower risk. It is uncorrelated with the other independent variables and can be included as an indirect measure of borrower characteristics.
Overall, we have complete information for 4,978 asset-based loans signed by borrowers from 64 countries (excluding the US) during our sample period of 1996 to 2005. 10 Of these, 1,549 are project finance loans, and 3,429 are full-recourse loans. Development banks are part of the syndicate for 545 of these loans. We define our dependent variables as 0/1 dummies. The loan dummy takes the value of one for a project finance loan and zero for a full-recourse assetbased loan. The bank dummy takes the value of one if a development bank participates and zero otherwise. We first model the loan and bank choice in a reduced form by estimating two separate logit regressions. In line with Qian and Strahan (2007) we recognize that the loan and bank choice might be jointly made. If this is the case, our regressions are no pure reduced forms, and conclusions should be carefully drawn focusing on the relationship between financing structure and political risk or law and institutions rather than on causality. Next, we explicitly consider this joint decision of loan-bank choice and estimate a multinomial logit model. Instead of defining two separate dummies, we now consider an indicator that takes the value of one for a project finance loans with development banks, the value of two for a project finance loan without development bank, the value of three for a full-recourse loan with development bank, and the value of four for a full-recourse loan without development bank. Although the interpretation of the regression coefficients is more complex, the multinomial logit model has the advantage of taking the jointness of the loan and bank choice into account. Finally, as many of our proxies vary only on the country and year levels and not on the loan level, we cluster standard errors by country.
This results in more conservative estimates of the significance of the independent variables.
Results
The Use of Project Finance and the Participation of Development Banks
Between January 1996 and December 2005, companies raised $982,035 million in real terms in the global syndicated loan market to finance asset-based projects. As Panel A of Table 1 shows, about one third of these are project finance loans worth $287,037 million on a real basis. many loans going to the transportation sector and public utilities. Project finance loans are furthermore more frequent in the mining and construction industries but less frequent in manufacturing. Overall, these observations from Table 1 and 2 give us a first indication that managing political risk and risks stemming from the legal and institutional environment influence the preference for project finance loans and development bank participation.
Finally, Panel C of with weaker creditor rights. Panel C also shows that the standard deviations of our proxies differ substantially. When interpreting our regression results in the next section, we will therefore focus not only on the sign and significance of the coefficients but also on the effect that a onestandard-deviation change in the explanatory variable has on the likelihood of an investment being financed with project finance and/or development banks. For all dummy variables, we consider a change from 0 to 1. In this way, the effects of our proxies become comparable. We report odds ratios and marginal effects for completeness. Marginal effects are calculated for the average loan; that is, we assume that all independent variables are at their mean values. As we believe that project finance and development banks are most useful for highly politically risky investments, the marginal effects might understate the importance of political risk.
[Insert Table 2 about here]
The Relevance of Political Risk and Law and Institutions
We argue above that project finance is more valuable when the political risk is higher and law and institutions are weaker. We also expect that development banks are more likely to participate when political risk is higher. The results in Table 3 confirm these expectations. The correlation between project finance and political risk and our other explanatory proxies is found in regressions (1) to (3) of Panel A. We first run a regression including only political risk and investment characteristics. We then add country characteristics in regression (2) and finally legal origin and industry dummies in regression (3). The coefficient of political risk is significant and positive and stable across these three specifications indicating that our results are not driven by multicollinearity. Our preferred specification is regression (3). Here, for the average asset-based loan, the predicted probability of being a project finance loan is 27.3%, which is close to the sample frequency of 31.1%. 12 For this average loan, the results indicate that the marginal effect of an increase in political risk is 0.0784 or 7.84%. A one-standard-deviation discrete increase in political risk is associated with an increase in the probability of a loan being financed with project finance by 7.30%. 13 Finally, a one-standard-deviation increase in political risk is associated with an increase in the odds of project finance by a factor of 1.45 or 45%. 14 All three 12 The predicted probability of a loan being a project finance loan is calculated as αˆand β are the estimated coefficients of the intercept and independent variables Z i of regression (1). 13 More specifically, we consider an increase in political risk by one standard deviation from 1.77 to 2.70, measuring an increase from a level half a standard deviation below the mean to a level half a standard deviation above the mean. In this case, the probability of a loan being financed as project finance increases by 7.30% from 23.79% to 31.09%. All other variables are held at their mean values. Panel B of Table 3 reports these detailed results. Throughout the paper, we apply this one-standard-deviation change centered on the mean to continuous independent variables when we report discrete changes in predicted probabilities. For dummy independent variables we consider a change from 0 to 1. 14 An odds ratio is defined as the probability of a loan being structured as a project finance loan divided by the probability of a loan being structured as a full-recourse loan. The odds ratio reflects a factor change measures indicate an economically significant effect of political risk. Among the other country characteristics, the results imply that the use of project finance is correlated with corporate governance and creditor rights. A one-standard-deviation improvement in corporate governance and creditor rights is associated with a change in the predicted probability of project finance by -6.01% and +6.28% for the average observation, respectively. In this sense, project finance is most sensitive to political risk but is slightly less sensitive to creditor rights and corporate governance. The higher likelihood of project finance under poor corporate governance is consistent with an interpretation that the contractual framework of project finance can serve as a substitute for weak legal environments. In contrast, we find a positive correlation between project finance and stronger creditor rights. 15 Creditor rights measure what happens in the case of bankruptcy.
For a project finance loan, the creditor's payoff in the case of bankruptcy stems from the project only. Therefore, in a country with weak creditor rights, this payoff may be negligible. As a result, the incentive to use a project finance loan may increase with better creditor rights.
Moreover, we find that the use of project finance is correlated to loan growth but is unrelated to insolvency resolution, economic performance, banking market development or our broad legal origin indicators. Regarding the industries dummies and project specific control variables, we can observe that borrowers in the mining and construction sectors strongly prefer project finance. This, for example, explains the high project finance shares of 50% in Australia, 75% in Nigeria or 67% in the Middle East, which are substantially higher than those of other countries or regions. Furthermore, borrowers are more likely to use project finance for riskier investments with a longer life. This pattern is consistent with Kleimeier and Megginson (2000) , who report but can be converted into a percentage change by calculating %odds = (odds-ratio-1)*100. Note that the odds ratio does not depend on the value of the other variables in the model. 15 Note that Subramanian and Tung (2009) find a negative coefficient in their sample (which, unlike ours, includes US borrowers).
that project finance loans have a median size similar to that of fixed asset-based loans but a longer maturity.
Regressions (4) to (6) in Panel A analyze the participation of development banks. Again, the results are stable across the three specifications, and regression (6) presents our preferred model. For the average asset-based loan, the predicted probability of having a development bank in the syndicate is 5.5%, which is somewhat lower than the sample frequency of 10.9%. From the country characteristics included in regression (6), we learn that development banks are more associated with projects in countries with higher political risk and stronger creditor rights. The link between political risk and development bank participation is strong; a one-standarddeviation increase in political risk is associated with a change in the odds of development bank participation by 65%. Panel B confirms this strong relationship: A one-standard-deviation increase in political risk increases the predicted probability of development bank participation from 4.30% to 6.91% for the average loan. We interpret this result as a clear indication development banks provide a "political umbrella." However, the participation of development banks is not related to corporate governance provisions. Development banks are less likely to participate when banking markets are more developed and in markets where there is stronger loan growth.
Development bank participate more frequently in less developed banking markets, in countries with weaker loan growth, and of French or German legal origin. For the loan level characteristics, we observe that development banks focus less on other industry sectors which includes agriculture, trade, financial services, and public administration. Furthermore, development banks are more associated with larger investments with longer lives.
[Insert Table 3 about here]
Individual Development Banks
Given the importance of development banks in managing political risk documented in Table 3 , we wish to examine this relation in greater detail. In Table 4 , we thus consider two groups of development banks -multilateral development banks (MDBs) and multilateral financial institutions (MFIs) such as supra-national development banks versus national development banks (NDBs) -as well as individual development banks if they participate in at least 40 loans in our sample. At first sight, regressions (1) and (2) of Table 4 indicate that national development banks can act as political umbrellas, whereas multilateral financial institutions and multilateral development banks cannot. However, regressions (4) to (8) show that individual development banks are very heterogeneous. For example, although the Korean Development Bank (KDB) and the German Kreditanstalt für Wiederaufbau (KfW) participate less frequently in loans with better corporate governance and economic performance, the lending policies of the other development banks are not related to these country characteristics. This heterogeneity is most likely due to the individual policy focus of each development bank, which results in a bank-specific loan portfolio. 16 Regarding political risk, only the World Bank is able to act as a political umbrella, whereas the KfW, KDB and Export Development Canada (EDC) are not. The likelihood of the EBRD's participation even drops as political risk increases, indicating that the EBRD's policy focus steers it away from politically risky countries. The insignificant coefficient for political risk of all multilateral development banks and multilateral financial institutions as a group in regression (1) 16 We sometimes observe rather larger marginal effects and odds ratios for some of the dummy variables. For NDBs in regression (2), for example, the German legal origin dummy has an odds ratio of 12.91 and a marginal effect of 0.2199. Such results, however, have to be interpreted with care, as development banks can have a policy-driven focus on certain countries or industries. A discrete change from 0 to 1 for the German legal origin dummy implies a discrete change in the predicted probability of NDB participation from 2.4% to 24.3%. As such, the results are reasonable. We also replicate regression (2) of Table 3 for all development bank groups and find that the coefficients of the continuous independent variables are stable across the two regressions. Therefore, the independent dummy variables do not affect our results. [Insert Table 4 about here] including, among others, government stability, corruption in the political system, law and order, and bureaucratic quality. The positive and significant coefficient of investment profile in regres-sion (1) of Table 5 implies that project finance is used to manage this part of political risk. Lenders who face an adverse attitude of the government towards investments try to minimize their exposure by creating explicit contracts under a project finance structure. However, general political risk does not have any significant impact on the use of project finance loans. In contrast to Table 3 , there is no longer any relationship between corporate governance and project finance once we control for both types of political risk separately. The results of regressions (2) and (3) indicate that development banks can minimize investment-related political risk but not general political risk. Again, the World Bank plays an important role: it is the only development bank that can manage general political risk.
Disentangling Political Risk
[Insert Table 5 about here]
Multinominal Logit
The financing structure decision regarding project finance and development banks is jointly taken. As such, we observe four combinations: project finance with development banks in the syndicate, project finance without development banks, full-recourse loans with development banks and full-recourse loans without development banks. Some of the effects of political risk observed in the loan-type regressions above might thus be at least partly driven by the development bank participation in these loans, or vice versa. To disentangle these effects more clearly, we jointly consider the four financing choices in a multinominal logit framework. Table 6 reports the results, taking full-recourse loans without development banks in the syndicate as the baseline choice. Our specification includes a single political risk proxy and should thus be compared to the results of the single logit regression in Table 3 . Table 6 indicates that higher political risk is associated with a higher likelihood of all three financing choices relative to full-recourse loans without development banks. We thus conclude that both the project financing loan structure and the participation of development banks help to manage political risk. The larger odds ratios for the two financing choices involving development banks is taken as evidence that political risk can be managed more strongly by development banks than by the project finance structure. For these high levels of political risk, the likelihood of using a full-recourse loan with development banks actually increases more strongly compared to lower levels of political risk up to 4.0
(Turkey in 2000 or Argentina in 2003)
. 17 Project finance thus seems to be most effective at low to moderate levels of political risk, whereas development bank participation is especially valuable at high levels of political risk. Figure 2 reports the corresponding effects when we split political risk into investment-related political risk and general political risk. 18 The decreasing effectiveness of project finance to manage political risk is driven by general political risk as shown in Panel B. However, the likelihood of all three financing choices increases in investment-related political risk. These findings provide further support for our conclusion that the political umbrel-17 Beyond the maximum political risk of 6.12 for Nigeria in 2002, the continuing drop in the likelihood of a project finance loans without development banks shown in Figure 1 is based on out-of-sample projections and is as such less certain, i.e. the confidence interval widens for higher levels of political risk. 18 Regression results are presented in Table A1 in the appendix.
la of development bank encompasses all types of political risk. Project finance is most valuable in managing investment-related political risk and -at moderate levels -general political risk.
[Insert Table 6 and Figures 1 and 2 about here]
Robustness Checks
We conduct additional analyses to test whether our main results of Tables 3 to 6 are robust. 19 First, we consider a reduced sample that does not include loans with the purpose of 'real estate' and thus excludes 470 loans. Although project finance has been applied to real estate projects, the fact that the physical real estate asset provides excellent collateral in the event of default favors the use of full-recourse loans (Beidleman et al. 1990 ). Therefore, this loan purpose might bias our original sample against the use of project finance. The results obtained from this reduced sample are consistent with the results presented in this paper, but the significance of the political risk proxies tends to be slightly higher, whereas the significance of corporate governance tends to be slightly lower.
Second, we use a sample including US loans. Including loans to US borrowers increases our sample size by 12,811 observations, of which 529 are project finance loans and 59 have development banks in their syndicate. With 12,240 observations, 95.5% of US loans are fullrecourse loans without development banks compared to only 63% in our original sample. We therefore have to conclude that the US market is substantially different from other markets with respect to the use of project finance and development banks. In the extended sample, US loans account for 72% of all observations and our results might thus be strongly driven by these US loan observations. We therefore add a US borrower dummy to all regressions. The results are 19 Detailed results are available upon request.
generally robust but the coefficients of political risk, are less significant. This effect is most pronounced in the project finance regressions when only the overall political risk proxy is used.
Thus, the large number of full-recourse US loans without development banks seems to affect the results.
Conclusions
We started our paper with the question of how to finance a project in a politically risk country. We investigate the use of a project finance structure versus a full recourse loan and the participation of a development bank. These two features of a loan contract may be used to manage political risk and thereby make the financing of projects also feasible in high-risk environments. Our results clearly show that the use of project finance loans and the participation of development banks are more likely in politically risky countries.
From our study, we can derive the following suggestions for the parties involved in financing an investment. First, if the investment-related political risk, such as risks related to expropriation or profit repatriation, is high, both a project finance structure and the participation of development banks can be remedies. Second, if general political risk, such as corruption or government instability, is high, the best measure to deal with it is to have a development bank among the participating banks. Therefore, our results are in line with the notion that development banks stretch a political umbrella over the project. Moreover, they suggest that in particular, the political umbrella of the World Bank is most valuable for mitigating general political risk.
The other contribution of our paper is to show that not only law and institutions influence the loan contract but also political risk. So far, existing studies focused on the effect of law and institutions on the loan contract. We use political risk as well as law and institutions as explana-tory variables and find that the influence of political risk is actually more important than that of law and institutions. With respect to law and institutions, we show that the use of project finance increases for better creditor rights. Therefore, in a country with weak creditor rights, a project's payoff may be negligible, which renders a project finance structure unattractive for creditors because they do not have any additional recourse. However, better corporate governance provisions decrease the use of project finance. This suggests that the complex contractual framework of project finance can serve as a substitute for weak legal environments.
Appendix
[Insert Table A1 here] Table 2 Descriptive statistics for different financing structures This table describes country and investment characteristics in relationship to the financing choice of loan and bank type. We differentiate asset-based loans as project finance or full-recourse loans and consider whether one or more development banks (DB) are part of the syndicate. In Panels A and B, we use a two-sided t-test to test for differences in mean between project finance and fullrecourse loans, between loans with versus without development banks, and between full-recourse loans without development banks and the other three financing choices. ***, ** and * indicate that means are significantly different at the 1%, 5%, and 10% levels, respectively. project finance loans with DB 251 2.68 *** 2.64 *** 2.68 *** 5.06 *** 5.16 3.05 *** 5.44 *** 81.95 *** 5.11 0.15 *** 50% *** 35% *** 0% *** 15% *** project finance loans without DB 1,298 2.31 *** 2.16 *** 2.33 *** 6.19 *** 6.04 *** 2.39 *** 6.25 101.78 *** 7.80 *** 0.16 *** 45% *** 16% *** 2% 38% full-recourse loans with DB 294 2.65 *** 2.78 *** 2.63 *** 5.66 *** 5.60 * 2.81 *** 5.77 *** 80.13 *** 3.62 *** 0.16 *** 39% 46% *** 1% 14% ** Table 3 The determinants of the financial contract Panel A shows logit regression results. For each independent variable, we report in the top row the estimated coefficient and in the bottom row the χ 2 -statistic as well as marginal effects and odds ratios. *, **, and *** indicate significance at the 10%, 5% and 1% levels, respectively. Standard errors are heteroskedasticity robust and clustered by country. The odds ratio indicates the change in the odds for the average loan to be financed as project finance (or with a development bank) given a standard deviation increase in the independent variable. For dummy variables, a change from 0 to 1 is considered. In regressions 1 to 3, our dependent variable is a dummy which takes the value of 1 for a project finance loan and 0 for a fullrecourse loan. In regressions 4 to 6, the dependent dummy variable takes the value of 1 if at least one development bank is part of the deal's syndicate. Panel B shows the predicted probabilities of project finance and development bank participation based on regressions 3 and 6, respectively, when the independent variable is valued at a level of half a standard deviation below the mean (from) compared to half a standard deviation above its mean (to). The difference expresses the change in probability for this one standard deviation change. For independent dummy variables a change from 0 to 1 is considered. All other independent variables are held at their mean values. 27.3% 5.5% predicted probability for average loan observation Panel B: Discrete changes in the financing choice's predicted probability predicted probability of project finance development bank participation Table 4 The political umbrella of different development banks This table shows logit regression results. For each independent variable, we report in the top row the estimated coefficient and in the bottom row the χ 2 -statistic as well as marginal effects and odds ratios. *, **, and *** indicate significance at the 10%, 5% and 1% levels, respectively. Standard errors are heteroskedasticity robust and clustered by country. The odds ratio indicates the change in the odds for the average loan to be financed as project finance (or with a development bank) given a standard deviation increase in the independent variable. For dummy variables, a change from 0 to 1 is considered. Our dependent variable is a dummy takes the value of 1 if at least one development bank (DB) is part of the deal's syndicate. Different dummies are created for multilateral development banks (MDBs) plus multinational financial institutions (MFIs), for national development banks (NDBs), and for individual development banks. For the group of "DBs excl EBRD, WB", the dummy only takes the value of 1 if the participating development banks do not include the EBRD or the World Bank. KDB and WB do not make loans to borrowers in countries of Scandinavian legal origin. In regressions (5) and (8), a value of 1 for the Scandinavian legal origin dummy predicts the value of 0 for the dependent variable perfectly, and all observations with Scandinavian legal origin dummy equal to 1 are therefore excluded from the sample. The EDC does not make loans to borrowers in construction and other industries or in countries with Scandinavian legal origin, and the respective observations are excluded from the sample. The EBRD does not make loans to borrowers in other industries or in countries with Scandinavian legal origin, and the respective observations are excluded from the sample. Table 5 This table shows logit regression results. For each independent variable, we report in the top row the estimated coefficient and in the bottom row the χ 2 -statistic as well as marginal effects and odds ratios. *, **, and *** indicate significance at the 10%, 5% and 1% levels, respectively. Standard errors are heteroskedasticity robust and clustered by country. The odds ratio indicates the change in the odds for the average loan to be financed as project finance (or with a development bank) given a standard deviation increase in the independent variable. For dummy variables, a change from 0 to 1 is considered. In regression (1), our dependent variable is a dummy which takes the value of 1 for a project finance (PF) loan and 0 for a full-recourse loan. In regression (2), the dependent dummy variable takes the value of 1 if at least one development bank (DB) is part of the deal's syndicate. In regressions (3) to (6) different dummies are created for multilateral development banks (MDBs) plus multinational financial institutions (MFIs) as well as for national development banks (NDBs). The World Bank (WB) is considered individually. For the group of "DBs excluding WB", the dummy only takes the value of 1 if the participating development banks do not include the World Bank. The World Bank does not make loans to countries of Scandinavian legal origin. In regression (6), a value of 1 for the Scandinavian legal origin dummy predicts the value of 0 for the WB dummy perfectly and all observations with Scandinavian legal origin dummy equal to 1 are therefore excluded from the regression sample. Table 6 The joint choice of loan and bank type This table shows multinominal logit regression results. For our dependent variable, we distinguish four types of financing structures: project finance loans with development banks in the syndicate, project finance loans without development banks in the syndicate, full-recourse loans with development banks in the syndicate, and full-recourse loans without development banks in the syndicate. We report all coefficients relative to the baseline case of full-recourse loans without development banks in the syndicate. For each independent variable, we report in the top row the estimated coefficient and in the bottom row the χ 2 -statistic. *, **, and *** indicate significance at the 10%, 5% and 1% levels, respectively. Standard errors are heteroskedasticity robust and clustered by country. The odds ratio indicates the change in the odds for the average loan to be financed with the respective financing structure rather than to be financed with a full-recourse loan without development bank given a standard deviation increase in the independent variable. For dummy variables, a change from 0 to 1 is considered. Figure 1 The joint choice of project finance and development bank participation at different levels of political risk This figure shows the coefficient of political risk from the multinominal logit model estimated in Table 6 at different levels of political risk. The four financing choices that are modeled are project finance with development banks (PF with DB), project finance without development banks (PF w/o DB), full-recourse loan with development bank (FR with DB), and full-recourse loan without development bank (FR w/o DB). The x-axis shows the level of political risk, with higher numbers indicating higher risk. The y-axis shows the summed probability of the financing choices being used. The joint choice of project finance and development bank participation at different levels of investment-related and general political risk This figure shows the coefficient of political risk from the multinominal logit model estimated in Table A1 at different levels of investment-related and general political risk. The four financing choices that are modeled are project finance with development banks (PF with DB), project finance without development banks (PF w/o DB), full-recourse loan with development bank (FR with DB), and full-recourse loan without development bank (FR w/o DB). The x-axis shows the level of political risk, with higher numbers indicating higher risk. The y-axis shows the summed probability of the financing choices being used. 
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